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Our paper examines the costs and benefits of corporate diversification in emerging markets. We use the Worldscope database to study seven emerging markets (Hong Kong, India, Indonesia, Malaysia, Singapore, South Korea, and Thailand) and compare the value of diversified and focused firms within each country. Given the greater level of information asymmetry and other market imperfections in these economies, corporate diversification could impact firm value in two ways. One hypothesis is that the use of internal capital markets could lead to higher values for diversified firms. Our second hypothesis is that minority shareholders can be more easily expropriated in diversified firms, which implies a lower firm valuation.
We find support for the expropriation hypothesis, but not for the efficient internal capital markets hypothesis. Using the valuation approach proposed by Berger and Ofek (1995) , we find that diversified firms in emerging markets trade at a significant discount of approximately 7% compared to singlesegment firms.
We next examine three sets of hypotheses on the determinants of the valuation discount. First, we examine whether diversified firms are valued less than focused firms because diversified firms are less profitable. We find evidence that diversified firms are less profitable than single-segment firms.
The industry-adjusted operating income of diversified companies is 1% below that of single-segment firms. However, even after controlling for the difference in profitability, we find a difference in valuation of 6.4%.
Second, we examine whether the discount is related to membership in industrial groups. Since industrial groups offer their member firms some of the benefits of diversification, it is not clear why any members would want to operate as a diversified firm. Therefore, we hypothesize that the diversification discount is more substantial in firms that are members of industrial groups. Our evidence supports this hypothesis: diversified firms that are part of an industrial group trade at a discount of almost 15%. This evidence supports the argument that the industrial group structure allows for the expropriation of minority shareholders by controlling shareholders.
Finally, we examine the effect of ownership concentration on diversified firm value. Ownership concentration, and management ownership in particular, can be both beneficial and detrimental to diversified firm value. We hypothesize that the valuation of diversified firms relates to the ownership structure of the firms in our sample. We expect the discount to be the most severe in an ownership range in which insiders have enough power to exploit minority shareholders, but do not bear the full cash flow consequences of this exploitation. Tests on the six countries for which we have ownership data (Hong Kong, Indonesia, Malaysia, Singapore, South Korea, and Thailand) show that this is the case. The low valuation of diversified firms is driven by firms with management group ownership concentration between 10% and 30%, where we believe that the likelihood of being entrenched is highest. Firms in this subsample trade at a discount of 16%. When we look at the effect of pyramid ownership structures, we find that the diversification discount is most severe when the control rights owned by insiders exceed their cash flow rights by 25 percentage points or more.
Overall, our results suggest that diversified firms are valued below single-segment firms in emerging markets, and that the difference in valuation is at least partially related to the ability of controlling managers to expropriate small shareholders.
The paper is organized as follows. Section I discusses other studies on corporate diversification.
Section II describes the sample selection procedure, Section III contains the valuation results, Section IV contains sensitivity analysis, and Section V analyzes the cross-sectional variation in valuation. Section VI concludes.
I.
The costs and benefits of corporate diversification and Lins and Servaes, 1999) . 1 The evidence in these papers suggests that, for the average firm operating in developed capital markets, the costs of diversification outweigh the benefits.
However, in emerging markets, the relative costs and benefits are not necessarily the same size, because market imperfections are more severe. Khanna and Palepu (1997; 2000) argue that diversification can be valuable in emerging markets because diversified firms can mimic the beneficial functions of various institutions that are present in developed markets. They discuss the imperfections in capital markets, contract enforcement, business-government relations, product markets, and labor markets that make it more difficult for focused firms to survive. Firms can take advantage of these imperfections by diversifying at the firm level or through membership in industrial groups that are common in many emerging and developed capital markets.
Greater imperfections in the external capital markets of emerging economies should make internal capital markets relatively more attractive for firms. Williamson's (1975) work, which is further developed by Stein (1997) , is at the root of this hypothesis. Information asymmetries increase the cost of external funds over internal funds. Diversification allows firms to bypass the external capital market in favor of an internal market where divisions that have high cash flows but poor investment opportunities finance the investment of divisions that have low cash flows but excellent investment opportunities.
However, in the U.S., the empirical evidence by Lamont (1997) , Houston, James, and Marcus (1997) , Shin and Stulz (1998) , Scharfstein (1998) , and Rajan, Servaes, and Zingales (2000) on the efficacy of internal capital markets suggests that funds may actually flow in the wrong direction, i.e. from divisions with excellent investment opportunities to divisions with poor opportunities. When information gaps are severe, as is the case in emerging markets, the price differential between internal and external finance increases, which should make diversification more beneficial. Khanna and Palepu (1997) mention the 1 However, Matsusaka (1993) and Hubbard and Palia (1999) present evidence that diversifying acquisitions were beneficial to bidding firms during the 1960s. Hyland (1999) , Maksimovic and Phillips (2002) , Campa and Kedia (2000) , Graham, Lemmon, and Wolf (2000) , and Villalonga (2000) present arguments and evidence that the valuations of diversified firms may not be low because of diversification per se.
lack of reliable financial reporting and limited analyst following as causes of the substantial information gap between a firm's managers and its investors in emerging markets.
The severe market imperfections in emerging economies also increase the potential agency costs associated with diversification. Higher asymmetric information might allow management and large shareholders to more easily exploit the firm for their own purposes. Such opportunities for exploitation are likely exacerbated when the rule of law is weak, which makes contract enforcement difficult; when accounting standards are poor; and when shareholders have fewer rights. Such imperfections make it easier for diversified firms in emerging markets to more easily engage in empire building (Jensen, 1986 and Stulz, 1990) .
Hostile takeovers are rare in emerging markets, so the discipline of management must come from internal monitoring mechanisms. For example, a search of Country Reports published by The Economist
Intelligence Unit (EIU) mentions no hostile takeover activity in any of our countries over the period [1993] [1994] [1995] [1996] . In India, hostile takeovers were illegal until a change in the law effective January 1998. The EIU reports that South Korea has a "culture where hostile takeovers are frowned on." Consistent with this line of reasoning, La Porta, Lopez-de-Silanes, and Shleifer (1999) find that ownership is more concentrated in countries with weak investor protection.
Concentrated ownership, particularly by the management group, can be both beneficial and detrimental to diversified firms. Under the convergence-of-interest hypothesis (Jensen and Meckling, 1976) , managers who are owners are less likely to squander corporate wealth via poor diversification choices. Under the entrenchment hypothesis (Morck, Shleifer, and Vishny, 1988) , manager-owners might derive nonpecuniary benefits in excess of their share of lost corporate wealth.
In emerging markets, minority shareholders are even more likely to be exploited if managers and their families use pyramid ownership structures to separate their control rights from the cash flow consequences of exercising their control. Entrenched managers can run a diversified firm like their own personal fiefdom, dispensing patronage in the form of jobs and favors, a situation that we and others call "crony capitalism."
Empirical tests on the costs and benefits of corporate diversification in emerging markets have produced mixed results. Khanna and Palepu (2000) examine the value and profitability of Indian firms that belong to industrial groups. They find that profitability first declines with group size and scope, but then increases beyond a threshold level. This evidence suggests that beyond a threshold level, there might be benefits to diversification at the group level. Since we do not have information on the size or scope of the groups in our sample, we cannot study this relation for our sample.
Fauver, Houston, and Naranjo (2001) use the Worldscope database to study firms in 35 countries over the period 1991-1995. Their aim is to determine whether the institutional environment of a country affects the costs and benefits of diversification. One of their conclusions is that in low-income and low-GDP countries, diversification is not harmful to shareholder wealth, and could be beneficial. Since the low-income countries are, by definition, emerging markets countries, their conclusions appear to be at odds with our findings. We believe that there are two explanations for the differences. First, most of the firms in their study come from developed markets, because the Worldscope coverage for emerging markets in the pre-1994 period is poor and focuses only on large companies. 2 Second, Fauver et al. do not correct the SIC code of firms when the industry description and the SIC code do not match. This discrepancy in industry classification could also lead to some differences in results.
Claessens, Djankov, Fan, and Lang (1998) In a related paper on industrial groups and diversification using the same dataset, Claessens et al. (1999) show that diversification has a negative effect on firm value, consistent with our findings. In contrast to our findings, their regression models show a positive valuation effect when a firm is diversified and belongs to an industrial group. However, Japanese firms make up two thirds of their sample, while our sample focuses exclusively on emerging markets. This difference in samples might explain some of the differences in results.
II. Sample selection and valuation methods
We use Worldscope as the primary database for our analyses. Our final sample comprises seven emerging-markets countries, all of which are located in Asia.
The firms on Worldscope have between 80% and 99% of the total stock market capitalization in each country in our sample, except for India, where the coverage is 61% (EIU, 1997 and IFC, 1997) . We also note that the IFC does not consider that Hong Kong or Singapore have emerging markets. We repeat all of our tests for the smaller IFC emerging markets subsample, and all conclusions continue to hold. These findings are not reported in the paper, but they are available from the authors on request.
We classify a firm as diversified when Worldscope reports that the firm has sales in two or more industries which are defined at the two-digit SIC code level, and that the firm's most important segment accounts for less than 90% of total sales. This 90% cut-off leads to a classification similar to the one companies are required to follow in the United States. In several cases the segment description in the financial statements differs from the industry SIC code assigned by Worldscope. Whenever this occurs, we correct the SIC code to reflect the industry segment description.
One concern is that not all firms in our sample present consolidated financial statements. As we discuss later, this discrepancy in reporting affects our valuation measures, but it is not clear that it creates a bias in our findings. We repeat all of our tests, using only firms that report consolidated financial statements, and our results remain qualitatively unchanged. Because we believe that using firms that do not have consolidated statements does not bias our findings, we have not removed them from all the analyses in the paper. La Porta, Lopez-de-Silanes, Shleifer, and Vishny (2002) face a similar problem in their analysis. They also choose to keep non-consolidating firms in their sample because it does not change their results. Table I provides details on our sample selection procedure for the seven countries in our sample.
The major stock exchanges we use are Hong Kong, Bombay, Jakarta, Kuala Lumpur, Singapore, Seoul, and Bangkok, respectively. We begin by eliminating firms that are not listed on these exchanges. To maintain consistency with studies on U.S. data, we then exclude firms whose primary business is financial services, or that have diversified into financial services. We exclude these firms because we cannot construct meaningful ratios of their market value to their sales level. 3 Finally, we eliminate firms for which Worldscope does not provide a sales breakdown, even though they operate in more than one industry. We note that these firms are not different from those included in the sample in terms of sales, profitability, and total assets. The final sample consists of 1,195 firms.
[Insert Table I There is a broad representation of industries in each country. Indonesia has the smallest number of industries (30) and Malaysia the largest (53). The average number of industries is 41.
The rate of diversification in five of the seven countries is substantially higher than the rate for U.S. companies. Using the Compustat Industrial Segment database, we find that at the end of 1995, only 22% of U.S. firms were operating in more than one 2-digit SIC code industry. On the other hand, the firms in our sample do not appear to be more diversified than firms in Germany, Japan, and the United Kingdom. Lins and Servaes (1999) report a rate of diversification of 36% to 40% for firms in these three developed markets. We also examine whether there are differences in geographic diversification across the two groups. We obtain data on foreign sales from Worldscope and create a geographic diversification dummy equal to one if the firm obtains some of its sales from abroad, and zero otherwise. We find no significant difference between the two sets of firms in terms of geographic diversification.
We use the method proposed by Berger and Ofek (1995) to determine whether diversified firms are more valuable than single-segment firms. Using only single-segment firms, we compute the median market-to-sales ratio in each two-digit SIC code industry for each country. (Worldscope only reports segment sales consistently for the countries that comprise our sample. Therefore, we cannot verify whether our results also hold if we use imputed market-to-book ratios or P/E ratios as alternative valuation measures.) We then multiply the level of sales in each segment of a diversified firm by its corresponding industry median market-to-sales ratio. Each segment of a diversified firm is matched with an average of 7.81 single-segment firms (median=4). 4 To obtain the imputed value of the diversified firm, we sum the segment sales level times the corresponding market-to-sales ratio across all segments.
To determine whether diversified firms trade at a discount or premium, we compute the log of the ratio of the actual market value to the imputed market value. We call this measure the excess value of a firm. As in Berger and Ofek (1995) , we eliminate firms for which the imputed value is more than four times its actual value or less than one fourth of its actual value from the sample. We remove 23 diversified firms from the sample after applying these cut-offs. To correctly compare single-segment and diversified firms, we also compute the excess value measure for firms that operate in only one segment.
In some cases (13.35% of the segments of diversified firms), we do not have data on singlesegment firms in a particular industry for a particular country either because Worldscope does not list such firms or they do not exist. In these cases, we use Campbell's (1996) classification of industry groups to obtain the median market-to-sales ratio. This procedure minimizes the loss of observations.
We note that we still lose nine firms because no firms operate in the broad industry groups within a given country. Sensitivity tests indicate that our results remain unchanged when we exclude diversified companies if there are no single-segment firms operating in one or more of their segments.
III. Valuation results
Panel A of Table III presents summary statistics on our excess value measure, which we use for the primary analysis of the valuation of diversified firms in our sample. By construction, the median excess value for single-segment firms is zero. The mean is slightly negative. For diversified firms, both the mean and median excess value numbers are negative and significantly different from zero. The mean discount is 6.5% and the median is 8.6%.
[Insert Table III about Because size and excess value may be correlated (Morck, Shleifer, and Vishny, 1988) , we include firm size, which we measure by total assets converted to U.S. dollars, as a control variable in all our models.
We also control for growth opportunities by using the ratio of capital expenditures and sales as a proxy and we control for profitability in some specifications. In addition, we include a geographic diversification dummy, which we set equal to one if the firm derives some of its sales from abroad, and zero otherwise. 5 We control for geographic diversification because Errunza and Senbet (1981, 1984) and Morck and Yeung (1991) find evidence of a positive relation between internationalization and firm value,
we have more matching firms in India. 5 We note that using the percentage of foreign sales or setting the dummy variable equal to one if more than 10% of while Denis, Denis, and Yost (2002) find evidence that international diversification leads to a decrease in firm value. We do not include country dummies in the regressions because we compute the excess value measures within each country. Thus, if there are differences across countries in market-to-sales ratios because of institutional differences, these will be normalized as part of our excess value computations.
When we re-estimate all our models with country fixed effects or country random effects, our results remain unchanged.
Regression (1) presents the basic model for our sample. Our results show a diversification discount of 7.7%, significant at the 3% level. 6 In model (2), we control for growth prospects by including the ratio of capital expenditures and sales. We exclude firms that do not report data on capital expenditures and firms with a ratio of capital expenditures to sales above 0.5 from both these models.
The coefficient on growth opportunities is positive and significant, but its inclusion has only a small impact on the magnitude of the diversification dummy. We continue to find that diversification reduces shareholder value by about 7%.
Model (3) controls for international sales. As do Errunza and Senbet (1981, 1984) , we find a positive relation between firm value and geographic diversification. However, the coefficient is not significantly different from zero.
In model (4), we include profitability, which we measure as operating income divided by sales.
We continue to find a diversification discount after controlling for profitability, but the discount is attenuated at 5.9%. One reason why the discount is smaller when we control for profitability is that diversified firms might be less profitable than single-segment firms. Thus, by controlling for profitability, we might be removing part of the difference between the two groups of firms. Controlling for profitability in these models would lead to a downward bias in the diversification dummy because it only measures the difference in valuation not explained by differences in profitability.
sales are foreign yields very similar results.
To investigate this possibility, we compare the industry-adjusted profitability of diversified firms to that of single-segment firms. Our approach is similar to that of the valuation analysis. We start by computing the implied profitability of diversified firms. We assume that each segment is as profitable as the median single-segment firm in its industry. We subtract the implied profitability from the actual profitability to compute excess profitability. Firms with excess profitability above 40% or below -40%
are dropped from the analysis to avoid problems with outliers.
To determine whether diversified firms are less profitable than single-segment firms, we estimate cross-sectional regression models of excess profitability on firm size and a diversification dummy.
Regression (1) in Panel C of Table III reports the result of this analysis. We find that diversified firms are less profitable than single-segment firms. The difference is about one percentage point, significant at the 9% level. The weak significance is actually caused by extreme observations. If we eliminate levels of absolute excess profitability above 20%, we find little change in the size of the coefficient on the diversification dummy, but we see that it does become significant at the 5% level.
In Regression (2) of Panel C of Table III , we analyze whether the valuation discount that we found earlier can be explained by differences in industry-adjusted profitability. We estimate the following cross-sectional regression:
Excess value = a + b 1 (Excess profitability) + b 2 (Diversification dummy) + b 3 (Log of total assets) + b 4 (Capital expenditures to sales) + b 5 (Geographic diversification) + e
As we expected, there is a significant positive relation between excess value and excess
profitability. An increase in excess profitability by one percentage point increases excess value by about 1.6 percentage points. The coefficient on the diversification dummy remains negative and significant.
Its size is similar to the model in column (4) of Panel B. This result suggests that lower profitability is only a partial explanation for the discount at which diversified firms trade in emerging markets. Perhaps the market does not fully value profits because shareholders are concerned that these profits will not ultimately accrue to them. La Porta et al. (2000) describe how dividend policies can alleviate this concern. Consistent with this argument, we find that diversified firms pay out a smaller fraction of their profits as dividends: the dividend payout ratio is 24.5% for diversified firms and 27.9% for singlesegment firms. The difference between the payout ratios is significant at the 5% level. Since we have not made industry adjustments to the payout ratios, this result should be interpreted with caution.
We note that the discount documented in Table III is smaller than that reported for the U.S. by Lang and Stulz (1994) and Berger and Ofek (1995) , and for the U.K. and Japan by Lins and Servaes (1999) . 7 One interpretation of this evidence is that the benefits to diversification are more substantial in emerging markets than in developed markets, but that they are still outweighed by the costs. However, we are reluctant to draw this conclusion, because we do not believe that the difference in coefficients across samples will be significant. The standard errors of our estimates, and the estimates we find in the other papers, are simply too large. We verify this by using the univariate statistics in Berger and Ofek (1995) . We find no significant difference between their discount and the discount reported in Table III 
IV. Sensitivity tests
We have concerns about the differences in accounting standards across countries, and about potential differences in the accounting treatment of ownership stakes held in other companies by singlesegment and diversified firms. Our first concern deals with consolidation rules. As we mentioned earlier, some firms present consolidated financial statements. Others include the value of the shares held in other companies as an asset on their balance sheet. These differences affect the computation of the market-to-sales ratio. Firms that present consolidated financial statements include subsidiary sales in their reported sales figures. This is not the case for firms that do not use consolidated statements.
Therefore, our valuation measure, the market-to-sales ratio, is higher for firms that do not consolidate.
Because this problem occurs in both single-segment firms and diversified firms, it is not obvious that it would bias our findings. Nevertheless, we examine whether our results will hold after we remove firms that do not consolidate from our sample.
[Insert Table IV about here] In the first three columns of Panel A of Table IV , we tabulate the fraction of companies in each country that report consolidated financial statements using the accounting practices reported by
Worldscope. All firms in Hong Kong and Singapore report consolidated financial statements, as do more than half the firms in the other countries. The exception is India. Also, we note that 13% of the companies in our sample do not disclose their method of reporting subsidiary financial information.
When we analyze these data separately for single-segment and diversified firms, we find no significant difference between the two groups of firms. Nevertheless, it is possible that our findings are affected by differences in financial reporting, because diversified firms might have more subsidiaries.
We address this concern in two ways. First, we re-estimate the models in Table III , but now we include a dummy variable set equal to one if a firm does not consolidate its financial statements. In these regressions, the coefficient on the diversification dummy is virtually unchanged and the nonconsolidation dummy is insignificant (results not tabulated). Second, we remove from the sample all firms for which Worldscope does not explicitly report that the firm uses consolidated financial statements (390 firms). We then re-compute excess values by using only firms that use consolidated statements and we re-estimate our regression models. Table IV , Panel B, Column (1) reports the coefficient on the diversification dummy from our basic regression. The discount for firms that consolidate is 9%, which is significant at the 4% level.
Even if firms consolidate financial statements, there is a problem: not all subsidiaries are wholly owned. Since the reported sales figures include total subsidiary sales, but the market value of the firm only reflects the fraction of the subsidiaries actually owned by the firm, this discrepancy reduces the reported market-to-sales ratio. Again, this problem affects both single-and multiple-segment firms. To address this concern, we gather Worldscope data on the minority interest, reported on the liability side of the balance sheet of each firm. Minority interest is the fraction of the book value of the equity of subsidiaries not fully owned. We then eliminate from the sample all firms with a ratio of minority interest to total assets above 10%, above 5%, and above 1%. We repeat our analysis, again re-computing excess values and re-estimating the regression models. Our results continue to hold (not reported in a table).
Our second concern relates to the accounting treatment of small ownership positions in other companies. In general, if companies own less than 50% of the shares of other firms, they do not present consolidated financial statements. Instead, they report this ownership stake as an asset on the balance sheet. This reporting also affects the market-to-sales ratio, since firms with ownership stakes in other companies have a higher market value, but do not show a commensurate increase in the sales level. To examine this problem, we gather data from Worldscope on the balance sheet item "investment in associated companies." In Table IV , Panel A, Columns (4) and (5) show the mean and median ratios of investment in associated companies as a fraction of total assets. Overall, the numbers are relatively small. However, we find that the average ratio of investment in associated companies to assets is significantly larger for diversified firms (5.81%) than for single-segment firms (3.29%). Therefore, we re-examine our results after eliminating firms for which this ratio exceeds 10%, 5%, or 1% of total assets.
In Table IV , Panel B, Columns (2) through (4) we estimate models with Tobin's Q (which we measure as the sum of market equity and book debt divided by book assets) as the dependent variable. The explanatory variables are the same ones we used earlier in Table III . We also include industry dummies, which we set equal to one if the firm's primary SIC code is in that industry, and zero otherwise, and country dummies. To avoid problems with outliers, we remove observations with Q ratios in the top 1% or bottom 1% of the sample. Table IV , Panel C, reports these results. We do not report the coefficients on the country dummies or industry dummies.
We find a diversification discount of 15.7% in this specification. The discount is significant at the 1% level and twice as large as that obtained using our imputed value technique. We find an even larger discount when we use the raw market-to-sales ratio as the dependent variable in the same regressions (not tabulated).
IV. Explaining the diversification discount
This section examines whether the valuation of diversified firms is related to industrial group membership and ownership structure.
A. Industrial group membership
Khanna and Palepu (1997, 1999) and Perotti and Gelfer (1999) show that industrial groups are common in emerging markets. Although there is no clearcut definition of what constitutes an industrial group, firms that belong to groups generally have some level of cross-shareholdings and interlocking directorships. In some countries, such as Japan, group firms also obtain part of their financing from group banks, but this is not a common feature across all countries.
Although our analysis has focused on diversification at the firm level, it is possible that diversification only benefits firms that do not belong to industrial groups. For firms that have a group affiliation, firm level diversification might not be beneficial because some of the benefits of internal capital markets are already captured by the group structure.
We use several sources to determine whether our sample firms belong to industrial groups.
These sources include group web sites, stock exchange manuals, and brokerage reports. For some countries, we contact financial analysts who follow firms in the respective countries which enables us to assign group membership. We describe our data sources on group membership in more detail in the Appendix. Table V , Panel A reports summary statistics on group membership. Fifty-eight percent of the firms in our sample belong to industrial groups. India has the lowest fraction of group membership (41%) and Singapore the highest (85%).
[Insert Table V about here] We also report the fraction of group and non-group firms that are diversified. There is no consistent pattern across countries in the diversification level of group and non-group firms. Overall, group firms are more likely to be diversified (31.5%) compared to non-group firms (25.8%). The difference is significant at the 3% level. This finding is surprising, and casts further doubt on the motives for diversification in these countries. If group membership already provides for better access to capital and if firms diversify to create an internal capital market, we would expect less diversification for group firms, not more.
To study whether diversification is beneficial for independent firms, we employ the same valuation method as in Section II, except that, to construct industry benchmarks, we use only singlesegment firms that do not belong to industrial groups. 9 The drawback of this approach is that we have few industry-matched firms left in most industries, which adds noise to our measures. One third of our sample firms (31.4%, to be exact) operate in one segment and do not belong to an industrial group. The average segment of a diversified firm has 4.55 matching firms (median is two firms). We must use broad industry groups to match 26% of the segments. However, if there is an independent group effect, it would be inappropriate to also use single-segment firms that belong to groups in our benchmark computations. All our results continue to hold if we use all single-segment firms to compute industry benchmarks.
We re-estimate our basic regression models by using these newly computed excess values, but we also include a group dummy and the interaction between the group dummy and the diversification dummy. Table V , Panel B contains the results of this analysis. Column (1) presents the valuation regression. The coefficient on the diversification dummy is insignificant. However, the interaction between the group member dummy and the diversification dummy is large and significant at the 9% level. This finding indicates that, unless the firm belongs to an industrial group, diversification is not harmful for shareholders. This evidence supports the argument that group members can experience the benefits of an internal capital market without having to diversify. If they do diversify, it is more likely to be in the interest of the managers or controlling shareholders, not the minority shareholders. For firms that are not group members, the costs and benefits of diversification cancel each other out. These results also support the evidence on industrial groups in Japan (see Lins and Servaes, 1999) .
In Table V , Column (2), we examine whether the valuation results also translate into differences in profitability. We compute excess profitability as in Table III , but we use only non-group singlesegment firms to construct industry benchmarks. The coefficients on the diversification dummy, the group dummy, and their interaction are not significant. This result is not surprising, since profitability is more volatile than value. Therefore, our loss of precision using only single-segment firms that do not belong to groups affects our ability to draw inferences. For completeness, regression (3) repeats regression (1), but includes excess profitability as an explanatory variable. We find a strong relation between profitability and value, but none of the other coefficients are significant. However, when we compare diversified firms that are not members of industrial groups to diversified firms that are, we find a significant difference in value of 15% (p-value=0.04). Fifteen percent is the sum of the coefficients on the group dummy, -0.067, and the interaction between the diversification dummy and the group dummy, -0.083.
B. Ownership structure and corporate governance
We now analyze whether the valuation of diversified companies in emerging markets is related to their ownership structure. According to the expropriation hypothesis, diversified firms trade at a discount, because the managers do not operate diversified firms with the best interests of shareholders in mind. Conversely, the convergence-of-interests hypothesis predicts that managers who are owners are less likely to squander corporate wealth with poor diversification choices. Thus, ownership concentration has the potential to be both beneficial and detrimental to diversified firm value.
Since protection for minority shareholders is weak in many emerging markets [La Porta et al. 1997 , 1998 , 1999 , 2002 , it could be easier for insiders to run the diversified firm for their personal interest. Corruption and lack of contract enforcement could enhance this effect. Rather than maximizing firm value, entrenched insiders can safely choose to run a diversified firm like their own personal fiefdom, dispensing patronage in the form of jobs and favors. We label such agency problems "crony capitalism." Because the market for corporate control is virtually nonexistent in many developing markets, the disciplining of management must come from internal monitoring mechanisms. To see if such monitoring is effective, we investigate whether the size of the diversification discount depends on the ownership structure of the firms in our sample.
In emerging markets, the distinction between managers and other large shareholders is less clearcut because of pyramid ownership structures. Pyramid structures enable the management group to obtain some or all of its control rights indirectly via stakes held by other companies. Thus, making a detailed identification of these indirect holdings is important for assessing managerial agency problems.
We obtain data on the direct ownership structure from The Guide to Asian Companies (1996) for companies from Hong Kong, Indonesia, Malaysia, Singapore, and Thailand and from Worldscope for South Korean firms. We lack detailed ownership data for India, and therefore remove it from our sample. Because Worldscope only identifies those shareholders with ownership stakes of at least 5% of a firm's stock, we apply this cut-off for all of our ownership data.
To determine indirect holdings, we trace out the ownership and control of the direct blockholders of our sample firms. To do so, we use all available sources, including country and regional handbooks and firm-level searches on Lexis-Nexis. 10 Whenever the managers of the firms in our sample or their family members are also the largest shareholders of the firms that own shares in our companies, we add these shareholdings to managerial ownership. We make the same adjustment if the managers of the firms in our sample or their family members are part of the management of the large shareholders. Thus, "management group control rights ownership" refers to the sum of direct ownership and indirect control held by managers and their families. Unfortunately, we cannot always determine the cash flow rights associated with a given control stake. For instance, Worldscope might list a nominee account as a primary shareholder in a firm and we can identify that management is the beneficiary of that stake (and thus assign control to management), but we cannot find details of the actual cash flow rights held by management in the nominee account.
Therefore, we use two definitions of cash flow rights ownership. The first definition assumes that all control rights held indirectly translate into full cash flow rights for those cases in which we cannot trace cash flow ownership. The second definition assumes that control rights do not translate into cash flow rights at all. All our findings hold for both definitions.
We also gather data on control exercised by other large shareholders. We classify ownership by persons who are not managers (or family members) as individual ownership. We define corporate ownership as the ownership position of companies not affiliated with management. We define institutional ownership as ownership by pension funds, mutual funds, insurance companies, and direct ownership by banks. Government ownership comprises direct and indirect ownership by all agencies and companies that we can identify as being state-controlled (e.g., Temasek Holdings in Singapore). Because we do not account for ownership below the 5% threshold, our reported ownership levels could be underestimated overall. The results are striking. In Panel A, which is based on control rights ownership, we find no evidence that diversification affects firm value if management control is below 10% (coefficient=0.041, p-value=0.7). Conversely, in the 10% to 30% concentration range, we find a significant diversification discount of 16%. For management ownership concentration above 30%, the discount is 8.4%, but it is significant at only the 16% level.
In general, these results continue to hold for alternative ownership ranges within 10 percentage points of the 10% and 30% cut-offs. The diversification discount (if any) in the low and high management group control ranges is never significant at the 10% level, but the diversification discount in the intermediate control range is always significant at the 5% level or better. Only the excess values in the intermediate ownership category are significantly different from zero. We also examine whether the effect of diversification is significantly different across ownership ranges. We find that the discount in the 10% to 30% range is significantly larger than in the <10% range (p-value = 0.05).
Panel B displays the results for cash flow rights ownership. The results are similar. This is not surprising since control rights and cash flow rights are highly correlated (ρ=0.63). However, we note that the discount in the >30% range is much smaller than in Panel A, where we subdivide the sample according to control rights. In fact, we find that the discount in the 10% to 30% management control range is significantly different from both the <10% range (p-value=0.01) and the >30% range (pvalue=0.10).
These results suggest that expropriation of minority shareholders might be at the heart of the value loss associated with diversification. At low levels of control, there is less of an opportunity for management to expropriate minority shareholders. When control becomes more concentrated, insiders become more entrenched, and the opportunity for minority shareholder expropriation increases. In this ownership range, since they bear a relatively small fraction of the cash flow consequences of their actions, insiders can use the diversified firm structure to allocate jobs and favors and generally run the firm to suit their personal interests. At high levels of ownership concentration, the interests of insiders and other shareholders are more closely aligned, and there is less incentive for insiders to destroy shareholder wealth. Because our regressions control for industry-adjusted profitability, these results support our earlier argument that shareholders might be worried about access to the company's profits.
To further assess the expropriation story, we perform a second test. In this test, we examine whether the diversification discount relates to the difference between management control rights ownership and cash flow rights ownership. If controlling shareholders use diversification strategies to expropriate minority shareholders, this effect should be more severe when controlling shareholders do not suffer the cash flow consequences of their actions.
To examine whether this is the case, we estimate our basic regression model, but now we include dummy variables to capture the difference between management control rights and cash flow rights. We also interact these dummies with the diversification dummy. We divide firms into three categories; those with no difference between management control and cash flow rights, those where the difference is less than 25 percentage points, and those where the difference is equal to or larger than 25 percentage points.
We report the results in Panel C of Table VII . Again, for the sake of brevity, we focus on the effect of diversification within each category. The results support our conjecture. When there is no difference between control and cash flow rights held by management, we find a discount of 3%, which is not significant. When the difference is limited to less than 25 percentage points, the discount is only 5.6%, which is still not significantly different from zero. Only when the management group's control rights exceed their cash flow rights by 25 percentage points or more do we find a significant difference of 15.7%. These results provide further support for the expropriation hypothesis. We also estimate this model using alternative breakpoints and find that the discount becomes significant once the difference reaches 20 percentage points. However, we must also note that that the discounts in the three subgroups are not significant from each other at conventional levels. The p-value for the difference between the 0% group and >25% group is 0.15.
Our discussion above relates the value loss associated with diversification to management group ownership concentration and the difference between their control rights and cash flow rights. However, we could argue that when there is room for minority shareholder expropriation, it does not necessarily have to happen through diversification. We do not disagree with this argument, but we think it might be easier to engage in "crony capitalism" when there is a diversified structure. Indeed, we find that firms with management group ownership concentration below 10% are less likely to be diversified (p-value < 0.1), even after we control for size, profitability, and growth opportunities. Firms with no difference between management cash flow and control right ownership are also less likely to be diversified than are firms in which the difference exceeds 25 percentage points. However, further research is required to analyze this possibility in more detail.
Another concern is that the discount in the intermediate ownership range that we see in Panels A and B is so large that one might doubt that this is really the effect of "crony capitalism." Why would large shareholders be willing to forgo substantial amounts of wealth simply to allocate favors? However, it is important to keep in mind that crony capitalism includes favorable dealings with other companies owned by the large shareholders. In addition, Panel C illustrates that when diversification has the most negative impact on firm value, managers do not bear most of the cash flow consequences of their actions.
As a robustness check, we verify that our results are not driven by observations from just one country. We also estimate robust regression models, which verify that outliers in ownership and excess value are not driving our results, and we verify that our results on group membership continue to hold when we control for ownership structure.
Despite our best efforts, it is possible that some stakes we identify as held by other companies, institutions, or individuals are actually linked to the management group. To assess whether this misclassification may affect our results, we analyze whether the pattern in the valuation of diversified firms that we just uncovered also holds when we focus on total ownership concentration. We find a similar pattern in valuation across the three total ownership categories. Again, the discount is significant only in the 10% to 30% ownership category (not reported in a table).
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It is interesting to contrast our findings with the results presented for U.S. firms by Denis, Denis, and Sarin (1997) and Anderson, Bates, Bizjak, and Lemmon (2000) . They find little evidence that the diversification discount depends on a firm's ownership structure. We believe that this is the case because minority shareholders in the U.S. enjoy much stronger legal protection, which makes it more difficult to use a diversified structure to transfer wealth to controlling shareholders.
VI. Conclusion
We examine the value of corporate diversification in seven emerging markets. We find that diversified firms trade at a discount of approximately seven percent compared to single-segment firms.
We also study whether we can link the characteristics of firms to the diversification discount.
We find that diversified firms are less profitable than focused firms, but this result only explains part of the discount. When we divide the sample into firms that are members of industrial groups and firms that are independent, we find that the discount is concentrated in group member firms. Since some of the benefits of diversification can be captured through a group structure, there are fewer reasons for 11 We have also examined whether the other ownership categories have an independent impact on the valuation group members to diversify on their own. Therefore, a choice to diversify is more likely to be related to agency problems.
To further examine the agency cost argument, we study the relation between the diversification discount and ownership concentration. We investigate the direct and indirect stakes held by a firm's management group, and find that the discount is confined to firms with management group ownership concentration in the 10% to 30% range, and to firms where there is a substantial difference between the control rights and cash flow rights held by management. These results support the crony capitalism hypothesis, under which entrenched insiders use the diversified firm structure to expropriate minority shareholders for their own purposes.
Our results do not support the hypothesis that greater information asymmetry and market imperfections found in emerging markets increase the net benefits of corporate diversification. Instead, it appears that the opportunity to expropriate small shareholders in a diversified firm structure leads to a reduction in value.
effects of diversification, but find no significant effects. We classify a firm as diversified if it operates in two or more segments where a segment is defined as a two-digit SIC code industry. Total assets are converted into U.S. dollars using the exchange rate reported by Worldscope. The leverage ratio is defined as book value of debt divided by total assets. "Diversified Geographically" is a dummy variable set equal to one if the firm has foreign sales and zero otherwise. The p-value of the t-test and medians test of equality of means and medians appears in parentheses. Excess value is computed as the log of the ratio of the actual market value to the imputed market value. The diversification dummy is an indicator variable set equal to one if the firm operates in two or more segments. We define a segment as a two-digit SIC code industry. Geographic diversification is an indicator variable set equal to one if the firm has foreign sales and zero otherwise. We compute the imputed market value by assigning to each segment of a diversified firm the median market-to-sales ratio of single-segment firms operating in that industry. We compute medians separately for each country. We eliminate firms with extreme excess values (actual/imputed value > 4 or actual/imputed value < 0.25) from the sample. If no single-segment firms are available, we use broad industry groups as defined by Campbell (1996) . We convert assets to U.S. dollars, using the exchange rate provided by Worldscope. We compute excess profitability as the actual profitability minus the imputed profitability of the firm. We exclude firms from regressions (2) through (4) in Panel B and regression (2) in Panel C if they do not report data on capital expenditures or have a ratio of capital expenditures to sales above 0.5. We also remove firms from Panel C if their excess profitability is below -0.4 or above 0.4. In Panel A, the p-values of t-tests and sign rank tests of equality of the diversification discount to zero appear in parentheses. In Panels B and C, the p-values of the t-tests of equality of the regression coefficients to zero appear in parentheses. 
Appendix: Sources used to determine group membership

Single-Segment firms
Table IV. Sensitivity Tests
Panel A presents the fraction of firms in our sample that report consolidated financial statements, and the level of investment in associated companies divided by total assets. Panel B reports the coefficient on the diversification dummy from the following regression model for several subsamples:
Excess value = a + b 1 (diversification dummy) + b 2 (log of total assets) + b 3 (capital expenditures-to-sales) + b 4 (geographic diversification) + e Panel C contains the results from the following regression model:
Tobin's Q = b 1 (diversification dummy) + b 2 (log of total assets) + b 3 (capital expenditures-to-sales) + b 4 (geographic diversification) + country dummies + industry dummies + e
We compute excess value as the log of the ratio of the actual market value to the imputed market value. Diversification dummy is an indicator variable set equal to one if the firm operates in two or more segments. We define a segment as a two-digit SIC code industry. We compute the imputed market value by assigning to each segment of a diversified firm the median market-to-sales ratio of singlesegment firms operating in that industry. We compute medians separately for each country. We eliminate firms with extreme excess values (actual/imputed value > 4 or actual/imputed value < 0.25) from the sample. If no single-segment firms are available, we use broad industry groups as defined by Campbell (1996) . We convert assets to U.S. dollars, using the exchange rate provided by Worldscope. Investment in associated companies / assets is the level of investment in other companies divided by total assets. We exclude from the analysis firms that do not report data on capital expenditures and firms with a ratio of capital expenditures to sales above 0.5. Geographic diversification is an indicator variable set equal to one if the firm has sales outside its home country, and zero otherwise. We compute Tobin's Q as the market value of equity plus the book value of debt all divided by total assets. The p-value of the t-test of equality of each coefficient to zero appears in parentheses. Regressions (1) We obtain data on group membership from group web sites, stock exchange reports, brokerage reports and financial analysts. We compute excess profitability as the actual profitability minus the imputed profitability of the firm. We compute excess value as the log of the ratio of the actual market value and the imputed market value of the firm. Diversification dummy is an indicator variable set equal to one if the firm operates in two or more segments. We define a segment as a twodigit SIC code industry. Group dummy is an indicator variable set equal to one when the firm is part of an industrial group. We exclude firms with excess profitability above 40% or below -40% and firms with a ratio of capital expenditures to sales above 0.5. Geographic diversification is an indicator variable set equal to one if the firm has foreign sales. The p-value of the t-test of equality of each coefficient to zero appears in parentheses. We obtain ownership data for Hong Kong, Indonesia, Malaysia, Singapore, and Thailand from The Guide to Asian Companies (1996) and data for South Korea from Worldscope. Sufficient ownership data are not available for India. The management control rights ownership category aggregates direct ownership of voting shares held by officers and directors (and their families) and indirect control obtained through their ownership or control of other companies or nominee accounts in the firm's ownership structure. Management cash flow ownership is the sum of direct and indirect cash flow ownership. When we cannot determine the indirect cash flow ownership, we set it equal to zero. We classify individual ownership as ownership by persons who are not members of the management group or their families. Corporate ownership refers to the ownership positions of other companies, such as holding companies and investment companies, that are not affiliated with the management group or their families. Institutional ownership refers to ownership by banks, insurance companies, pension funds, and mutual funds. Government ownership refers to all agencies and companies that we can identify as being state controlled. Total ownership concentration aggregates ownership across all blockholder categories. The first number in each cell is the mean, the second number is the median, and the third number is the percentage of firms for which ownership in each category equals 5% or more.
Table VII. The Effect of Management Group Ownership on the Value of Diversification
We estimate the following cross-sectional models in Panels A and B:
Excess We compute excess value as the log of the ratio of the actual market value and the imputed market value of the firm. We compute excess profitability as the actual profitability minus the imputed profitability of the firm. Diversification dummy is an indicator variable set equal to one if the firm operates in two or more segments. We define a segment as a two-digit SIC code industry. Geographic diversification is an indicator variable set equal to one if the firm has foreign sales, and zero otherwise. "Number of Firms in Total" refers to the total number of firms with ownership in a particular range. We exclude from our analysis firms with a ratio of capital expenditures-to-sales above 0.50 and firms with excess profitability above 40% or below -40%. We report the overall effect of diversification on firm value, which is the sum of the coefficient on the diversification dummy and the interaction between the ownership categories and the diversification dummy. The pvalue of the t-test of equality of these coefficients to zero appears in parentheses. 
